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PUBLIC CONTRACTS, PRIVATE
CONTRACTS, AND THE
TRANSFORMATION OF
THE CONSTITUTIONAL

ORDER

Thomas W. Merrill *

Modern interpretation of the Contract Clause of article 1, section 10 has created a
dual standard of judicial review that bottoms upon the classification of a particular
contract as public or private. However, which particular category has received greater
deference has changed depending upon the precedential climate. Within his Article,
Professor Merrill outlines three modern justifications for affording greater protection

to public obligations: “Kantian theory,” “process theory,”” and “utilitarian theory.”

He argues, however, that none of these theories adeguately justify the dual standard
of review, and concludes that a unitary analysis of the contract clause that affords no
presumptions in favor of either public or private obligation should supersede the dual
standard entirely.

INTRODUCTION

FEW PROVISIONS OF the Constitution have experienced more

dramatic ups and downs than the contract clause. The clause
attracted little attention at the Constitutional Convention of 1787 or
in the process of ratification.! But under the guiding hand of Chief
Justice John Marshall, the early Supreme Court construed the con-
tract clause as affording broad protection against state interference
with both private and public obligations.? Indeed, in the days
before the enactment of the fourteenth amendment, the contract

* Deputy Soliciter General, U.S. Department of Justice; Professor of Law, Northwest-
ern University School of Law (on leave). I wish to thank Robert Bennett, John Donohue,
Mark Grady, Victor Goldberg, Carol Rose, and Andrew Rutten for their helpful suggestions
on earlier drafts. I also profited greatly from comments by the participants in a workshop
sponsored by Washington University. Except for minor editorial changes, this Article was
completed before I joined the Justice Department and of course reflect my own views which
are not necessarily those of the Department. Financial support was provided by the Stand-
ford Clinton, Sr., research professorship at Northwestern.

1. For example, the Federalist Papers devote only one paragraph to justification of the
contract clause. See THE FEDERALIST No. 44, at 282-83 (J. Madison) (C. Rossiter ed. 1961).

2. See generally B. WRIGHT, THE CONTRACT CLAUSE OF THE CONSTITUTION 27-61
(1938); Epstein, Toward a Revitalization of the Contract Clause, 51 U. CHI. L. REv. 703
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clause was the second most frequently litigated provision of the
Constitution (after the commerce clause), and was the principal ve-
hicle by which the Supreme Court asserted federal constitutional
control over the state governments.?

Today, the contract clause is but a pale shadow of its former
self. With two exceptions,* the Supreme Court has rejected every
contract clause contention that has come before it in the post-New
Deal era. Although the Court has never formally equated contract
clause analysis with the “rationality review” it applies to economic
legislation under the due process and equal protection clauses,® the
tone of recent contract clause decisions approaches this same degree
of extreme deference.® Surveying the general pattern of the modern
case law, it is difficult to quarrel with Justice Black’s conclusion
that the Supreme Court has “balanc[ed] away the plain guarantee of
Art. I, § 10, that “No State shall . . . pass any . . . Law impairing the
Obligation of Contracts . . . .7

Yet as we contemplate the demise of the contract clause, one
puzzling counter-trend stands out. In United States Trust Co. v.
New Jersey® one of two modern decisions upholding a contract
clause challenge, the Court announced that impairments of public
contracts, government obligations, would be subject to more search-

(1984); Siegel, Understanding the Nineteenth Century Contract Clause: The Role of the Prop-
erty-Privilege Distinction and “Takings” Clause Jurisprudence, 60 S. CaL. L. REv. 1 (1986).

3. B. WRIGHT, supra note 2, at xiii, 92, 95.

4. Allied Structural Steel Co. v. Spannaus, 438 U.S. 234 (1978) (Minnesota law levying
a charge against the company’s pension plan invalid under the contract clause); United States
Trust Co. v. New Jersey, 431 U.S. 1 (1977) (state statute repealing a covenant between a state
and bondholder violates the contract clause).

5. See, eg., United States R.R. Retirement Bd. v. Fritz, 449 U.S. 166 (1980) (equal
protection); Usery v. Turner Elkhorn Mining Co., 428 U.S. 1. 14-38 (1976) (due process).

6. See Keystone Bituminous Coal Ass’n v. DeBenedictis, 107 S. Ct. 1232 (1987); Ex-
xon Corp. v. Eagerton, 462 U.S. 176, 189-90 (1983) (the Court refused to *‘strain to reach a
constitutional question by speculating that the Alabama courts might in the future interpret
the royalty-owner exemption to forbid enforcement of a contractual arrangement to shift the
burden of the tax increase” and deemed the pass-through prohibition at issue, although re-
strictive of *“contractual obligations of which appellants were the beneficiaries™ as not falling
within the ambit of those activities which the contracts clause was intended to prohibit);
Energy Reserves Group, Inc. v. Kansas Power & Light Co., 459 U.S. 400, 416 (1983) (the
Court found that because the Energy Reserve Group *‘knew its contractual rights were sub-
ject to alteration by the state price regulation. . . . [Its] reasonable expectations ha[d] not
been impaired by the Kansas Act.” ); ¢f. Nat’l R.R. Passenger Corp. v. Atchinson, Top. &
Santa Fe Ry., 470 U.S. 451 (1985) (expressly adopting rationality review in assessing federal
contract impairment challenge arising under the due process clause of the fifth amendment).

7. City of El Paso v. Simmons, 379 U.S. 497, 517 (1965) (Black, J., dissenting) (quoting
U.S. ConsT. art. 1, § 10, cl. 1). Cf. United States Trust, 431 U.S. at 29 (denying that this has
occurred).

8. 431 US. 1 (1977).
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ing judicial review than impairments of private contracts. Subse-
quent decisions have gone out of their way to reaffirm this
distinction between public and private obligations.® This dual stan-
dard of review—highly deferential where the state has impaired pri-
vate contracts, less deferential where the state has impaired public
contracts—reflects a curious inversion in constitutional doctrine.
For roughly the first 150 years of our constitutional history, the
contract clause was viewed as imposing greater restraints on impair-
ments of private rather than public contracts. Today, as we cele-
brate the Constitution’s 200th anniversary, the Court has done an
about-face, and has announced that the clause protects public obli-
gations more than private obligations. What accounts for this curi-
ous transformation in the constitutional order?

In Part I, I will sketch the history of the relationship between
public obligations and private obligations under the contract clause,
and show that the dual standard of United States Trust is not only
of recent vintage, but also contrary to the views of the framers and
the contract clause jurisprudence that developed in the nineteenth
century. In Part II, I will outline three possible justifications for the
modern doctrine affording greater protection to public than to pri-
vate obligations—what I call the “Kantian theory,” the “process
theory,” and the “utilitarian theory.” On close examination, none
of these justifications are very persuasive. In Part III, I will recon-
sider the dual standard of review in light of the general transforma-
tion in constitutional law that has taken place in the last fifty years.
Although this exercise ultimately yields an explanation for the dual
standard, it only compounds the doubts raised in Part II about
whether the dual standard is justifiable. In concluding, I will argue
that the Supreme Court should abandon the dual standard in favor
of a unitary analysis of the contract clause that affords no presump-
tions in favor of either public or private obligations.

9. Kepstone, 107 S. Ct. at 1235-36; Exxon, 462 U.S. at 192 n.13 (“The statutes under
review in United States Trust Co. also implicated the special concerns associated with a
State’s impairment of its own contractual obligations.”); Energy Reserves, 459 U.S. at 412
n.14 (“In United States Trust Co., but not in Allied Structural Steel Co., the State was one of
the contracting parties. . . . In almost every case, the Court has held a governmental unit to
its contractual obligations when it enters financial or other markets.”); Allied Structural Steel,
438 U.S. at 244 n.15 (discussing the distinction between private and public contracts made by
the Court in United States Trust Co.); ¢f. Nat’l R.R. Passenger Corp., 470 U.S. at 472 n.24
(holding that the contract at issue was not a public contract, implicitly recognizing that if it
were, a different standard of review would apply).
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I. THE HISTORY OF THE DUAL STANDARD

Anniversaries inevitably call forth reflections on the past, and it
is appropriate to begin by tracing some of the high points in the
history of the relationship between public and private obligations
under the contract clause. That history contains, to say the least,
more than a little irony.

The origins of the contract clause are “shrouded in mystery.
The clause was proposed by Rufus King in the waning days of the
Constitutional Convention, only to be defeated by a floor vote in
favor of the prohibition on ex post facto laws.!! After some confu-
sion over whether ex post facto laws included civil as well as crimi-
nal laws, the five-member committee on style apparently decided
that some further check on retroactive civil legislation was
needed.'* It inserted a new version of the contract clause in the
final draft of the Constitution, and, without further discussion by
the Convention, it became part of fundamental law.!3

The paucity of recorded debate at the Convention or in the rati-
fication process makes it hard to know what the contract clause was
supposed to accomplish. Nevertheless, a fairly strong case can be
made that, whatever else it was intended to mean, the clause was
not thought to impose a general duty on state governments to honor
their own obligations. The clause was patterned after a provision in
the Northwestern Territory Ordinance of 1787, which by its terms
applied only to private contracts,'* and it was introduced by King
as “a prohibition on the States to interfere in private contracts.”!®
Moreover, when anti-federalists raised the possibility in the ratifica-
tion debates that the contract clause would apply to public debts,
these claims “were denied by members of the Convention, and their
denials were not challenged.”!®

The primary evidence in support of this conclusion, however, is

2210

10. F. McDoNALD, NovUus ORDO SECLORUM 271 (1985).

11. 2 THE RECORDS OF THE FEDERAL CONVENTION OF 1787, at 439-40 (M. Farrand
rev. ed. 1937).

12. F. McDONALD, supra note 10, at 271-72.

13. Id. at 272; see also B. WRIGHT, supra note 2, at 8-12.

14. Northwest Territory Ordinance and Act of 1787, art. II, ch. 8, § 1, 1 Stat. 51. 52
n.(a) (1789). “[I]n the just preservation of rights and property, it is understood and declared,
that no law ought ever to be made or have force in the said territory, that shall in any manner
whatever interfere with, or affect private contracts or engagements, bona fide, and without
fraud previously formed.” Id.

15. 2 THE RECORDS OF THE FEDERAL CONVENTION OF 1787, at 438 (M. Farrand rev.
ed. 1937).

16. B. WRIGHT, supra note 2, at 16.
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the very absence of significant debate about the clause. Both the
Continental Congress and the states had accumulated an enormous
public debt during the Revolutionary War. Under existing political
arrangements, this debt was of questionable value; it circulated at
only a fraction of par, and was the subject of intense speculative
trading.!” Indeed, one of the most controversial issues of the times
was whether these public debts would be honored or repudiated.'®
The framers finally dodged the whole issue of public indebtedness
with a “declaratory” statement to the effect that “[a]ll Debts con-
tracted and Engagements entered into, before the Adoption of this
Constitution, shall be as valid against the United States under this
Constitution, as under the Confederation.”’® Had the contract
clause been thought to establish the principle that state govern-
ments must honor their own obligations, it would have attracted
considerably more comment than it did.

Although the validity of public debt was highly controversial,
there appears to have been a much broader consensus that some

17. F. McDONALD, supra note 10, at 94-95 (stating that certificates of public debt nor-
mally circulated at one-quarter to one-tenth of their nominal value); E. FERGUSON, THE
POWER OF THE PURSE: A HISTORY OF AMERICAN PUBLIC FINANCE, 1776-1790, at 252-53
(1961).

18. F. MCDONALD, supra note 10, at 222-23. One powerful group that had an interest
in opposing full funding of stated indebtedness was land speculators. Most speculators in
western lands purchased property from state governments under long-term sales contracts
that permitted payment in public securities. Thus, property nominally worth one dollar an
acre could be purchased for ten to twenty-five cents per acre, provided the public securities
continued to be deeply discounted. But if state paper was suddenly worth par, or close to par,
these speculators would suffer significant losses. F. MCDONALD, supra note 10, at 94-95; E.
FERGUSON, supra note 17, at 339. Because large numbers of influential citizens engaged in
land speculation, one would expect to find vocal objection to a clause that would have en-
forced repayment of public debts.

19. U.S. ConsT. art. VI, cl. 1. The provision is described as “merely declaratory” in
THE FEDERALIST No. 43, supra note 1, at 278 (J. Madison). In 1790, Alexander Hamilton
engineered a program calling for federal assumption of the state war debts, and federal fund-
ing of war debts, both state and federal. This action, of course, provided handsome profits to
those who had purchased public securities at deep discounts. Charles Beard cited this as
circumstantial evidence in support of the thesis that the Constitution was designed to advance
paper money interests at the expense of agrarian interests. C. BEARD, AN ECONOMIC INTER-
PRETATION OF THE CONSTITUTION 32-40 (1913). But the Constitution itself only created the
political mechanism for funding of war debts. Nothing in the text or the ratification debates
suggests that this was an inevitable development. Moreover, although the final plan adopted
by Congress funded the debt at par, it delayed the payment of interest on a portion of the
debt—an action that would have to be considered an impairment of contract. See Murray v.
Charleston, 96 U.S. 432, 443-46 (1878). Consequently, the settlement of 1790 cannot be
interpreted as “confirming” either that the Constitution was a conspiracy of money men, or
that the contract clause established the constitutional principle that states must honor their
own debts. See | ANNALS OF CONG. 1129-69 (J. Gales ed. 1790); 2 ANNALS OF CONG. 1324-
95, 1526-70, 1575-98, 1638-75 (J. Gales ed. 1790).
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restraint should be imposed on the states’ power to impair private
obligations. The Confederation years had witnessed not only the
depreciation, and even repudiation of public securities, but also a
rash of private debtor-relief legislation, including stays or postpone-
ments of debts, provisions allowing debts to be paid in installments,
and statute allowing debts to be paid in commodities.”® As Chief
Justice Marshall later put it, ‘“The mischief had become so great, so
alarming, as not only to impair commercial intercourse, and
threaten the existence of credit, but to sap the morals of the people,
and destroy the sanctity of private faith.”?! The most plausible ex-
planation for the inclusion of the contract clause in the Constitution
is that it was designed to prevent states from enacting these types of
statutes for the relief of private debtors.?

Given the probable understanding of the framers, it comes as a
mild surprise to find that the first contract clause case to reach the
Supreme Court, Fletcher v. Peck,”® involved the impairment of a
public contract. The Georgia legislature, induced by massive brib-
ery, had sold what is today most of Alabama and Mississippi for
about one and one-half cents per acre.>* When the deal was ex-
posed, aroused Georgians elected a new legislature, which promptly
rescinded the original grant. Peck was a New England land specu-
lator who had acquired some of the transferred lands. He in turn
had transferred a portion of his holdings to Fletcher by a deed
which, curiously enough under the circumstances, contained ex-
press warranties of Peck’s good title, including a warranty that the
rescinding act of the Georgia legislature was invalid. Fletcher
promptly sued Peck in a federal diversity action, alleging breach of
these warranties.

20. See Home Bldg. & Loan Ass’n v. Blaisdell, 290 U.S. 398, 454-65 (1934) (Sutherland,
J., dissenting); THE FEDERALIST No. 7, supra note 1, at 65 (A. Hamilton); B. WRIGHT, supra
note 2, at 4-6.

21. Ogden v. Saunders, 25 U.S. (12 Wheat.) 213, 355 (1827) (Marshall, C.J., dissenting).

22. My own view is that the framers’ intent ought to be the foundation of constitutional
interpretation, but that this does not necessarily mean that courts are bound by the specific
intentions of the framers on matters not addressed by the constitutional text. Rather, I would
construe the framers, use of broad language in the Constitution as a delegation of power to
federal courts to make law, provided that law-making remains within the confines of the
chosen language, and is guided by what can be ascertained about the framers’ purposes. See
Merrill, The Common Law Powers of Federal Courts, 52 U. CH1. L. REV. 1, 59-70 (1985).

23. 10 U.S. (6 Cranch) 87 (1810).

24. See gencrally C. MAGRATH, YAZOO: LAW AND POLITICS IN THE NEW REPUBLIC:
THE CASE OF FLETCHER V. PECK (1966). Magrath argues that, given the wild state of the
land and the difficulties of dealing with Indian claims, the price was not necessarily unfair.
Id at 15.
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In an opinion by Chief Justice Marshall, the Supreme Court de-
clared that the rescinding act was an unconstitutional impairment
of contract. The decision raises a number of fascinating issues: the
lawsuit was undoubtedly collusive; difficult questions were raised
about the scope of judicial inquiry into the motives of a legislature;
and it was awkward to describe a completed grant of property as a
contract.”®> For present purposes, however, the importance of the
decision lies in the express holding that public contracts are pro-
tected by the contract clause no less than private contracts.? Mar-
shall noted that the language of the Constitution draws no
distinction between public and private contracts; that other provi-
sions of article I, section 10, such as the ex post facto clause, clearly
apply to acts of states, and that the provision of article III allowing
states to be sued in federal court implied, at least prior to the enact-
ment of the eleventh amendment, that states could be sued for im-
pairment of their own obligations.?” Marshall further argued that
applying the clause to public contracts was consistent with the gen-
eral purpose of the clause, which he described as an effort to shield
property rights “from the effects of those sudden and strong pas-
sions to which men are exposed.”?®

Whatever its rationale, Fletcher clearly elevated public obliga-
tions to parity with private obligations for purposes of contract
clause analysis. This holding was to have a profound effect on the
future course of American history, as the clause was subsequently
held to apply to various forms of nineteenth century “new prop-
erty,” such as tax exemptions® and corporate charters.°

The next important chapter in the history of the public/private
contract distinction begins with Charles River Bridge v. Warren
Bridge.*' In general form, the case involved a fact pattern substan-
tially similar to Fletcher. At time T, the legislature made an im-
plied promise designed to induce reliance on the part of X. At time

25. See generally D. CURRIE, THE CONSTITUTION IN THE SUPREME COURT, 1789-
1888, at 128-36 (1985).

26. Fletcher, 10 U.S. (6 Cranch) at 139.

27. Id. at 137-39.

28, Id. at 138.

29. New Jersey v. Wilson, 11 U.S. (7 Cranch) 164 (1812) (legislature’s declaration that
Indian land was exempt from taxation is covered by contract clause and therefore not voida-
ble by subsequent legislative act).

30. Trustees of Dartmouth College v. Woodward, 17 U.S. (4 Wheat.) 518 (1819) (char-
ter granted to college trustees is covered by contract clause and therefore legislative act alter-
ing the charter is an unconstitutional impairment of a contract).

31. 36 U.S. (11 Pet.) 420 (1837).
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T,, the legislature changed its mind and reneged on this promise,
thereby upsetting X’s expectations. In Fletcher, the original action
was a grant of land, which the state implied it would not rescind,
followed by a rescission. In Charles River Bridge, the original ac-
tion was the grant of a charter to build a toll bridge connecting
Boston and Charleston, which the state implied was to be exclusive,
followed by the grant of a charter to another company to construct
a free bridge.

Chief Justice Taney, writing for the Court, framed the question
in terms of presumptions: when a corporate charter does not ex-
plicitly say that it is exclusive, do we presume it to be exclusive or
non-exclusive? His answer: “any ambiguity in the terms of the con-
tract, must operate against the adventurers, and in favor of the pub-
lic, and the plaintiffs can claim nothing that is not clearly given
them by the act.”3? Justice Story penned a lengthy dissent in which
he cited considerable common law authority to the effect that the
presumption against implied grants applied only to gratuitous privi-
leges, not to public grants supported by consideration, such as the
bridge.**

The Taney-Story debate is a classic exposition of the perennial
conflict between the need for stability of entitlements, on the one
hand, and the need for flexibility and modification of entitlements in
light of changed circumstances, on the other. For present purposes,
however, the chief significance of the decision is that it modifies the
parity between public and private obligations introduced by
Fletcher. Henceforth, public obligations were to be strictly con-
strued in favor of the promisor—the state. There was no sugges-
tion, however, that such a rule of construction would apply to
private obligations. Thus, after Charles River Bridge, both public
and private contracts were still protected by the contract clause, but
there was now a dual standard of review, with public contracts en-
Jjoying less protection than private contracts.

Other doctrinal innovations soon emerged that further eroded
the protection afforded to public contracts. Under the so-called re-
served powers doctrine, the state, by reserving the right to “repeal,
alter, or amend” corporate charters, could rescind any promise
made to incorporators without incurring any contract clause liabil-

32. Id. at 544 (quoting Proprietors of the Stourbridge Canal v. Wheeley, 109 Eng. Rep.
1336, 1337 (K.B. 1831)).
33. Id. at 588-603 (Story, J., dissenting).
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ity.>* Under the so-called inalienable powers doctrine, the state was
deemed to have certain powers—such as eminent domain and the
police power—that it was completely powerless to “contract
away.”®* Although technically neither doctrine was limited to pub-
lic contracts,®® in practice their impact was largely confined to such
obligations. Thus, the reserved and inalienable powers doctrines re-
inforced the dual standard of review introduced by Charles River
Bridge, with public contracts being granted less protection than pri-
vate contracts.’”

We must move forward to the darkest days of the Great Depres-
sion before we perceive a crack in the relationship between public
and private obligations established after Charles River Bridge. The
precipitating event was a series of measures taken in 1933 by the
newly-elected President Roosevelt which had the effect of taking the
United States off the gold standard.>® In June of that year, Con-
gress passed a joint resolution declaring all contracts providing for
the payment of deferred obligations in gold or in the equivalent
value of gold to be “against public policy.” This action was taken in
anticipation of a devaluation of the dollar that eventually occurred
in January 1934. The purpose of the resolution, apparently, was to
avoid certain windfall gains and losses that would otherwise follow
upon such a devaluation.®® If the same amount of gold were sud-
denly worth many more dollars than before, then creditors holding
rights to payment in gold or gold equivalent would experience a
windfall gain, and debtors required to make payments in gold or

34. See B. WRIGHT, supra note 2, at 58-60, 84-86, 168-78.

35. Id. at 195-213.

36. Chief Justice Marshall, dissenting in Ogden v. Saunders, 25 U.S. (12 Wheat.) 213,
339 (1827), had suggested how the reserved powers notion might affect private contracts: if
the state passed a general statute indicating that all private contracts entered into in the
future “should be discharged as the legislature might prescribe,” then this reservation of
power would immunize the state from any contract clause limitations. Marshall was correct
in theory, but no state has enacted such a statute—at least not yet. Moreover, the inalienable
powers doctrine also prevents private parties from contracting around certain sovereign pow-
ers of the state, such as the power of eminent domain or the police power. See Hudson Water
Co. v. McCarter, 209 U.S. 349, 357 (1908) (“One whose rights . . . are subject to state restric-
tion, cannot remove them from the power of the State by making a contract about them.”).

37. For an excellent analysis of nineteenth century contract clause doctrine that empha-
sizes the preferred status of “ordinary” contracts, including all private contracts, relative to
corporate charters and other “privileges,” see Siegel, supra note 2.

38. See generally Buchanan & Tideman, Gold, Money and the Law: The Limits of Goy-
ernmental Monetary Authority, in GoLD, MONEY AND THE LAw (H. Manne & R. Miller,
eds. 1975); Dam, From the Gold Clause Cases to the Gold Commission: A Half Century of
American Monetary Law, 50 U. CHI. L. REv. 504 (1983).

39. See Norman v. Baltimore & Ohio R.R., 294 U.S. 240, 314-16 (1935).
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